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While we are conf ident there wi l l be no reduction in the impor-
tance or responsibilities of audit committees, we think a new 
emphasis on effectiveness in corporate governance and accounta-
bility wi l l be for thcoming. Audi t committees have proven their 
wor th in the sphere of corporate governance too wel l to suggest 
somehow redefining their purpose. There wil l be cont inued scrut i-
ny of their ac t i v i t i es—bu t w i th in the context of effectiveness. And 
w i th the increased emphasis on developing private sector govern-
ance initiatives, rather than accepting crit ic-imposed mechanisms, 
audit commit tees have a real opportuni ty to meet this challenge. 
This booklet presents several developments related to private 
sector initiatives, occurr ing principally in 1981, and selected 
technical subjects of current interest to audit commit tee mem-
bers. 
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Corporate G o v e r n a n c e — A n O p p o r t u n i t y for t he Pr ivate Sec to r 
W h a t Is Corporate Governance? It's safe to say that most direc-
tors are familiar w i th the term "corporate governance." Whi le 
much has been wr i t ten — a n d done—concern ing governance and 
accountabil i ty, it remains an elusive concept. 
"Good corporate governance," like "good government," means dif-
ferent things to different people. Good in what way? Good for 
whom? Corporate governance is not easily discernible. It's a con-
cept wh ich conjures up a variety of connotat ions depending on 
one's viewpoint. For a regulator, it may mean a company's re-
sponse to compliance w i th health, environmental or safety proce-
dures and other regulations. For a shareholder, corporate govern-
ance may mean effective stewardship. For communi ty leaders, 
the term envisions corporate "good behavior." And to an employ-
ee, corporate governance may mean the work env i ronmen t— 
preferably stable and meaningful . 
Corporate governance is more than a set of standards or adher-
ence to legal requirements. It is behavioral in nature, highly sub-
jective, and generally better measured by qualitative standards 
than by quanti tat ive ones. 
Corporate governance has been viewed as a response to crit ics of 
perceived failures of the present-day corporate mechanism. 
Economic uncertainty, illegal payments, and corporate failures 
have fueled the demand for reform. Federal legislative proposals 
and increased regulatory oversight of corporate activities were 
spawned as a result of this distrust. 
Here lies a principal danger to the continuance of the present 
system. In the past few years we have experienced increased pres-
sure to attain a stricter level of accountabil i ty in terms defined by 
the critics of the system, not by its proponents. 
A fundamental difference in approaches to systems of corporate 
governance is whether emphasis is placed on the adoption of a 
system per se, or on the objective being s o u g h t — t h a t is, en-
hanced corporate accountabi l i ty that is meaningful and effective. 
This is the opportuni ty wh ich is now, more than in recent years, 
expressly available to the private s e c t o r — t o develop meaningful 
and effective corporate governance through private sector init ia-
tives. 
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There has been action in Congress to amend the Foreign Corrupt 
Practices Act. And the Securities and Exchange Commission staff 
is cont inuing to monitor reporting to shareholders and related dis-
closures to determine the extent of private sector initiatives. How-
ever, consideration of many of the suggestions contained in the 
SEC's 1980 Staff Report on Corporate Accountability have been 
tabled. 
In the private sector, the American Law Institute (ALI) has con-
ducted a series of invitational conferences on the topic of corpo-
rate governance and concluded that a statement and recommen-
dations f rom the Institute wou ld make a useful contr ibut ion to 
this important field of law and business practice. A draft statement 
has been developed and wi l l be exposed for public comment in 
1982. This draft could have a notable impact on the balance be-
tween private vs. public in i t ia t ive—depend ing on the way the pri-
vate sector reacts to the recommendations for "adjustments in 
corporate att i tude" as embodied in the ALI draft. 
A n Oppor tun i t y fo r A u d i t C o m m i t t e e s . As corporations con-
t inue their individual accountabi l i ty efforts, boards and audit com-
mittees wi l l cont inue to face new challenges and have a variety of 
information presented for consideration. 
Whi le we are confident there wi l l be no reduction in the impor-
tance or responsibilities of audit committees, we believe there wi l l 
be a noticeable new emphasis on effectiveness rather than 
compliance wi th a rigid set of rules. 
An important aspect of retaining effectiveness is determining the 
appropriate level of involvement, if any, for the audit committee. 
Should audit commit tee members be intimately familiar w i th the 
detail and extent of all issues? Probably not. Rather, the audit 
commit tee should cont inue to probe and seek answers to ques-
tions intended to determine whether management 's methodology 
is sound in design and implementat ion. Becoming too deeply in-
volved in operational detail wou ld impair the important dist inct ion 
between management and oversight. 
A n d perhaps most important, if audit committees cont inue to en-
courage managements' efforts to seek out private sector govern-
ance initiatives, cr i t ic- induced mechanisms become less likely. 
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Audi t committees can provide guidance and direction to manage-
ment and they are one of the driving forces that keep organiza-
tions effectively moving toward their accountabil i ty goals. 
The fol lowing sections present selected topics wh ich are of cur-
rent interest to audit committees and which demonstrate the im-
portance of past and future private sector initiatives. 
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The Foreign Corrupt Pract ices A c t — A Year o f Reexamina t ion 
Reactions to the ambiguit ies of, and uncertainties caused by, the 
Foreign Corrupt Practices Ac t (FCPA) were numerous dur ing 
1981. 
Hearing and responding to the many concerns expressed by the 
private sector and others, the SEC issued a policy statement artic-
ulating its views and enforcement policy regarding the FCPA. And 
the General Account ing Office, in its report Impact of the Foreign 
Corrupt Practices Act on U.S. Business, recommended changes 
to the Act. 
In Congress, legislation was sponsored by Senator John Chafee 
(R-R.l.) and a bipartisan group of cosponsors to amend and clarify 
the FCPA. Their bill stated that the Act 's account ing standards re-
quirements are "unclear and excessive and they have caused 
costly and unnecessary paperwork burdens." Proposed amend-
ments to the account ing standards section included a materiality 
concept, a clarification of key terms, and relief from inadvertent 
non-compliance. Proposed amendments to the antibribery section 
included changing the criteria for liability f rom one of "had reason 
to know" of the bribery to one of "expressly or by course of con-
duct" authorizing the bribery. 
The Senate Banking Committee held a series of hearings on Sena-
tor Chafee's proposed amendments to the Act. Among those tes-
t i fying were representatives of the American Institute of Certified 
Public Accountants, the SEC, and the Financial Executives Insti-
tute. A l though an explicit materiality standard was not included, 
the amendments ult imately passed by the Senate do address a 
number of the concerns about the FCPA. 
A subcommit tee of the House of Representatives has also begun 
a series of "oversight" hearings on the need to change the current 
law. 
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M a n a g e m e n t R e p o r t s — S u c c e s s of the Vo lun ta ry In i t ia t i ve 
Our F i rm's Survey. As the 1981 annual report season ap-
proached, we considered it useful to review the progress to date 
of the voluntary initiatives concerning issuance of management 
reports. 
We surveyed 700 annual reports to shareholders for the year 
1980. Of this sample, 244, or 35 percent, included a management 
report, an increase of 42 percent over 1979 when 172, or 25 per-
cent, included such a report. Also, the percentage of enterprises 
that included a management report in 1980 increased as the size 
of the enterprise (in terms of revenues) increased. And for each 
size of enterprise, the 1980 percentage increased over 1979. This 
is an indication that voluntary initiatives are working. 
Our survey revealed that, a l though virtually all the management 
reports discussed internal controls, and 95 percent indicated that 
internal controls were monitored or that they had a plan to moni-
tor them, only 44 percent stated that internal controls provided 
reasonable assurance of satisfying the objectives of internal ac-
count ing control. On the other hand, 91 percent indicated that 
the system of internal control was designed to provide reasonable 
assurance of satisfying the objectives of internal account ing con-
trol. 
A more comprehensive discussion of this survey is available in 
our firm's publication Management Reports - The Success of the 
Voluntary Initiative. 
The Future. The 1980 experience confirmed the expected in-
crease in the frequency of management reports. The flexibil i ty af-
forded managements by the voluntary private sector initiative has 
permitted a meaningful evolut ion of the reports' contents. 
Thus the 1981 experience could play an important role in the 
SEC's perceptions of the private sector's ability to communicate 
meaningful information about internal controls. 
Accordingly, it is important that the private sector initiatives con-
t inue to make it unnecessary for the government to regulate 
public reporting on internal account ing control. In 1981 reports, it 
is important to build on and improve the 1980 experience. If not, 
the SEC may once again assign a high priority to the management 
report issue. 
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Audi t Commi t tees and Nonaud i t Serv ices 
Our Firm's Survey. Audi t committees' attention to nonaudit ser-
vices performed by independent auditors has increased. A 1981 
survey of our partners supervising audits of major, publicly-held 
clients to determine the extent of audit committee review and ap-
proval of nonaudit services disclosed that: 
• Nonaudit services are performed for all of the companies in the 
survey. 
• There is no predominant procedure for the audit committees' 
review or approval of nonaudit services. 
The most common nonaudit services performed for these clients 
are tax advice, executive personal tax return preparation, corpo-
rate tax return reviews, and businessman's reviews of acquisit ion 
candidates. For most companies in the survey, no restrictions 
have been placed on the types of nonaudit services that can be 
performed. 
For more than half of the companies, some, but not all, of the non-
audit services are reviewed and approved by the audit committee 
prior to performance of the work. The policies at these companies 
are diverse, w i th management having the responsibility to review 
and approve a variety of services, but w i th no dominant charac-
teristic governing their role. Management may approve certain 
kinds of services, services below a specified dollar amount, ser-
vices expected to be less than a specified percent of audit fees, or 
services similar to those previously performed. For these compa-
nies, dollar amounts of nonaudit services vary considerably, but 
the company's size does not appear to have a consistent relation-
ship w i th established dollar review limits. 
Approximately one-quarter of the audit committees review the 
nonaudit services after they are performed. For the remainder of 
the companies, all nonaudit services are reviewed and approved 
by the audit commit tee in advance. The frequency of commit tee 
meetings does not seem to affect the t iming of this review. In fact, 
pre-approval is obtained in situations where there are only two 
meetings a year. A few of these companies, however, have only 
minimal nonaudit services performed. 
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SEC Proposal t o Rescind Proxy Disc losure Requi rement . In 
August 1981 , the SEC issued a release proposing to rescind their 
Account ing Series Release (ASR) 250, which requires proxy state-
ment disclosures relating to nonaudit services. In the proposal, 
the SEC indicated that al though specific information about non-
audit services is important, it may not be of sufficient use to inves-
tors to justify cont inuat ion of the requirement. Moreover, manage-
ment and audit commit tees have demonstrated dil igence in carry-
ing out their responsibilities, and the self-regulatory mechanism 
established by the account ing profession is monitor ing the 
management consult ing services performed by accounting firms. 
The SEC believes the account ing profession can generate ap-
propriate information to permit adequate cont inued oversight of 
nonaudit services. The SEC expects to issue a final release early in 
1982. 
Our Posi t ion. We fully support the SEC's proposal and are pleased 
that the Commission acknowledged the profession's long-
standing commi tment to independence, as reflected in the audit-
ing standards and the code of professional ethics, and the effec-
tiveness of the profession's self-regulatory process. 
An example of the profession's self-regulatory mechanism is the 
action taken by the Executive Committee of the SEC Practice Sec-
t ion of the AICPA to establish addit ional reporting requirements 
for the membership of the Section concerning fees for nonaudit 
services. This reporting through the self-regulatory mechanism, 
rather than through a government- imposed requirement, wi l l still 
permit the Commission and others to monitor nonaudit services, 
but wi l l avoid the risk of confusing investors w i th required disclo-
sures wh ich may not be understood. 
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Ef fec t i ve Overs igh t Through In terna l Aud i to rs 
In today's environment w i th all its demands for developing effec-
tive accountabi l i ty mechanisms, the spotl ight is on the internal 
auditors more than ever before. And w i th audit committees' cur-
rent responsibilities, the help and expertise of the internal audit 
department is often necessary and we lcome—par t icu la r ly for 
overseeing internal account ing controls, special investigations, 
corporate ethics codes, etc. In fact, managements and audit com-
mittees may f ind that objective and competent internal auditors 
can provide a range of services that is considerably broader than 
wou ld be possible for independent auditors to provide at a rea-
sonable cost. 
Responding to the challenge, many internal audit departments 
have been organized on a more formal basis over the past few 
years. Wr i t ten charters have been adopted or revised and expand-
ed, and reporting relationships have sometimes been realigned. In-
ternal audit capabilities have been strengthened — rec ru i t i ng and 
training additional staff, and making use of more sophisticated 
audit ing techniques. 
A t the same t ime, many internal audit departments have been 
adopt ing the professional standards of the Institute of Internal 
Auditors. Issued in 1978, the Standards for the Professional Prac-
tice of Internal Auditing provide guidelines for independence, pro-
fessional proficiency, scope of work, performance of the audit, 
and management of the internal audit department. 
One of the standards calls for organizations to submit to external 
reviews of their internal audit departments at least once every 
three years. The purpose is to appraise the quality of the depart-
ment's operations in order to improve audit effectiveness and effi-
ciency. 
Such reviews are in line w i th responsibilities that many audit com-
mittees now have. For example, according to recent Conference 
Board information, almost 90 percent of audit commit tee charters 
examined make the internal audit funct ion an assigned area of re-
sponsibil i ty or oversight. Sometimes these duties deal w i th 
reviewing and evaluating the internal audit funct ion. The direct 
benefits can include improved controls and more effective review 
and oversight. And the review process goes a long way toward 
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helping internal auditors achieve and maintain the highest levels 
of professional excellence in their work. 
Because of experience w i th their own profession's peer review 
process, independent auditors are prepared to provide guidance 
for establishing review p rocedures—or they can conduct a review 
themselves and report the results to management and the audit 
commit tee or the full board of directors. 
Our own approach to these reviews is t ied to a general objective 
of evaluating the department 's compliance w i th the Institute of In-
ternal Audi tors ' Standards for the Professional Practice of Inter-
nal Auditing, and as appropriate, making recommendations for 
improvement. Addit ional information is available in our f irm's 
booklet Evaluating the Internal Audit Function: Our Approach to 
External Reviews. 
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APPENDIX A. A c c o u n t i n g Topics 
The fol lowing pages discuss selected accounting topics wh ich 
are of interest to many directors and audit commit tee members. 
Our f irm publishes a weekly newsletter entit led The Week in 
Review wh ich provides summaries of these or similar topics and 
is a useful means to learn of developments as they occur. 
Recent FASB S t a t e m e n t s 
During 1981 , the Financial Account ing Standards Board (FASB) 
issued the fol lowing Statements: 
No. 4 5 — A c c o u n t i n g for Franchise Fee Revenue 
No. 46 —Financ ia l Reporting and Changing Prices: Mot ion Picture 
Films 
No. 47 —Disc losure of Long-Term Obligations 
No. 4 8 — Revenue Recognition W h e n Right of Return Exists 
No. 4 9 — A c c o u n t i n g for Product Financing Arrangements 
No. 50—F inanc ia l Reporting in the Record and Music Industry 
No. 51 —Financia l Reporting by Cable Television Companies 
No. 52 —Fore ign Currency Translation 
No. 53 —Financ ia l Reporting by Producers and Directors of 
Mot ion Picture Films 
The next section discusses the most signif icant of these state-
ments. Foreign Currency Translation, wh ich supersedes FASB 
Statement No. 8, Accounting for the Translation of Foreign Cur-
rency Transactions and Foreign Currency Financial Statements. 
N e w Foreign Currency Translat ion Rules 
Widespread objections to the method for translating foreign cur-
rency transactions and foreign currency financial statements 
have led to the issuance of the new standard. Prior translation 
rules were severely criticized for including in income unrealized 
gains and losses arising f rom f luctuat ions in exchange rates and 
for fail ing to recognize economic hedges of foreign exchange 
exposures. 
The prior rules were based on the concept of a single consolidated 
enti ty and the dollar as the unit of measure. This perspective re-
quired the use of the " temporal" method under which both current 
and historical exchange rates were used to translate assets. 
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The new standard adopts the net investment concept, and the 
funct ional currency and current rate method of translation. A n 
entity's functional currency is the currency of the primary 
economic environment in wh ich the enti ty operates; normally, 
that is the currency of the primary environment in wh ich an entity 
generates and expends cash. Under the net investment concept, 
all assets (including inventories and fixed assets) and liabilities of 
a foreign operation, wh ich in management 's judgment functions 
as a self-sufficient unit, are translated f rom the local currency 
(which in these situations wou ld be the funct ional currency), to 
the U.S. dollar (the reporting currency), at the current rate. Adjust-
ments resulting from these translations are accumulated in a spe-
cial account wi th in shareholders' equity rather than in income. 
If the foreign operation is not a self-sufficient unit, but rather is pri-
marily an extension of the reporting company, the prior translation 
rules continue to apply and the U.S. dollar is both the functional 
and reporting currency. 
One of the more important decisions to be made in applying the 
new standard is the determination of the functional currency. The 
funct ional currency of an enterprise is basically a matter of fact, 
but in some instances the observable facts wi l l not clearly identify 
a single funct ional currency. In those instances in which the func-
tional currency is not obvious, management's judgment is re-
quired to assess the facts and circumstances of a particular for-
eign enterprise's operations. 
Our f i rm recently published a booklet, Foreign Currency Transla-
tion, that summarizes and presents illustrations of the application 
of the provisions of Statement No. 52. 
Conceptua l F r a m e w o r k Pro ject 
The Conceptual Framework Project is the largest project under-
way at the FASB. The conceptual framework is intended to serve 
as a basis for setting consistent financial accounting and reporting 
standards. Some of the benefits expected from the framework are 
guidance for the FASB in standard sett ing, provision of a frame of 
reference for resolving questions where no standard exists, 
determination of bounds for the type of information that should 
be covered in financial statements, an increase in financial state-
ments users' understanding and confidence, and enhancement of 
comparabil i ty of financial information. 
15 
To date, the FASB has issued four Concepts Statements covering 
the objectives and qualitative characteristics of financial informa-
tion as wel l as the elements of f inancial statements of business en-
terprises. A recent exposure draft of a proposed Concept State-
ment, Reporting Income, Cash Flows, and Financial Position of 
Business Enterprises, deals w i th the FASB's reasoning and tenta-
tive conclusions on certain fundamentals relating to the what, 
why, how much, and where aspects of f inancial reporting. In 
doing this, the draft gives broad guidelines for identifying items or 
components that are likely to "make a difference" to users of f inan-
cial information. 
Continued progress on this conceptual f ramework wi l l serve to 
strengthen the FASB's position as the leader in establishing and 
improving financial reporting. 
Financial Repor t ing and Changing Pr ices 
R e v i e w of the Requ i rements . FASB Statement No. 33, Financial 
Reporting and Changing Prices, requires certain large, publicly-
held companies to present supplementary information about the 
impact of changing prices. The approach of the Statement is in-
tended to encourage experimentat ion to help develop techniques 
for accumulat ing, reporting and analyzing data on the effects of 
inflation. The Statement requires two different sets of disclosures 
— one for current cost information (reflecting specific price 
changes) and another for constant-dollar information (reflecting 
general inflation). The Statement is discussed and explained fur-
ther in our f irm's publication Financial Reporting and Changing 
Prices. 
A Look a t Some Resul ts. Early results of these recent disclosure 
requirements are now available. The FASB announced the availa-
bility of a computerized data bank of inflation-adjusted informa-
tion as reported by the 1,100 companies subject to Statement No. 
33. The data bank is the result of a cooperative effort involving the 
FASB, major account ing firms, and the Columbia University Grad-
uate School of Business. Selected summary information is shown 
in Tables 1 and 2. The FASB is encouraging and support ing con-
t inued research on the issue of f inancial reporting and changing 
prices. 
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Table 1 
U.S. Indust r ia l Companies 
1 9 8 0 Compos i te Earnings and E f fec t i ve Tax Rates* 
(Dollars in Billions) 
Historical Constant Current 
Cost Dollar Cost 
Income from cont inuing 
operations before taxes $172 $120 $107 
Taxes 73 73 73 
Income from cont inuing 
operations after taxes $ 99 $ 47 $ 34 
Taxes Paid 30.8% 44.2% 49.5% 
Taxes Accrued 11.6 16.6 18.7 
Total Taxes 42.4% 60.8% 68.2% 
*As a percent of income from cont inuing operations 
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Selec ted In fo rmat ion by Industry 
1 9 8 0 U.S. Ave rages 
Income from Continuing 
Operations as a % of 
Historical Cost  
Historical Constant Current 
Industry Cost Dollar Cost 
Chemicals 100% 58% 63% 
Food, Tobacco, and Textiles 100 66 69 
Lumber, Paper, and Al l ied Products 100 5 4 43 
Machinery 100 66 73 
Min ing and Construct ion 100 71 45 
Other Non-manufac tur ing 100 56 35 
Other Manufac tu r ing 100 73 68 
Petroleum and Rubber 100 52 32 
Primary and Fabricated Metals 100 30 9 
Transportat ion and Communica t ion 100 25 11 
Transportat ion Equipment (100) (221) (473) 
Uti l i t ies 100 (29) 5 
Wholesa le and Retail Trade 100 77 69 
COMPOSITE 100 47 34 
Table 2 
Shareholders 
Equity 
(Average Dollars Profit Retention Return on 
in Millions) As a % of Net Assets Investment 
Historical Current Historical Constant Current Historical Current 
Cost Cost Cost Dollar Cost Cost Cost 
$1,106 $1 ,754 9.9% 2.2% 2.5% 15.7 % 6.2% 
583 876 7.3 1.5 1.6 16.1 7.4 
7 4 4 1,368 7.6 .9 .0 13.2 3.1 
1,083 1.588 8.5 .2 .3 16.3 8.1 
1,946 4.366 13.7 4.9 1.1 20.5 4.1 
398 757 10.2 2.4 .8 13.6 2.5 
577 930 5.0 .1 .3 13.7 5.8 
1.346 2.932 7.6 .0 (1.5) 15.9 2.3 
657 1,331 6.0 (1.4) (2.5) 12.1 .5 
738 2.075 4.5 (1.1) (1.4) 9.8 .4 
1.513 2.698 (7.9) (7.6) (12.8) (4.0) (10.7) 
827 698 3.4 (.7) (8.4) 11.1 .7 
4 3 0 667 6.4 2.4 1.7 11.1 4.9 
18 
I n f l a t i on -Ad jus ted In fo rmat ion for In ternal Use. Inflation ac-
count ing experimentat ion has not been limited to external report-
ing media. It has become critical that inflation not be permitted to 
confuse the issues of performance, productivity, g rowth and other 
f inancial evaluations. This is true for f inancial planning, reporting, 
control and oversight funct ions if they are to deal effectively w i th 
economic realities. 
Some companies are now integrating inflation-adjusted informa-
t ion into their management information process. This data can be 
used by managements, boards of directors and others in making 
more informed decisions and in interpreting or evaluating results 
and performance. 
For example, a survey of over 250 large U.S. companies, conduct-
ed by C.J. Casey and M.J. Sandretto of the Harvard Business 
School, " found that a surprisingly high 45% are now providing 
management w i th inflation adjusted account ing data." This dis-
cussion, wh ich appeared in the November-December 1981 Har-
vard Business Review, stated that "This major change in internal 
financial reporting appears to be a response to a number of signif i-
c a n t related factors" including the fact that "most managers no 
longer see inflation as temporary, predictable, and immater ia l . . . " 
How comprehensive is the inflation-adjusted information wh ich is 
provided? How much is it used? And for what purposes? As ex-
pected for any developing process, there is uncertainty as to the 
answers to these questions. But there is evidence that this infor-
mation is becoming more important. 
Whether or not directors and audit commit tee members presently 
are being provided inflation-adjusted information, inevitably the 
internal use of it wi l l cont inue to expand. Financial managers wi l l 
need and request such information. 
Employers ' A c c o u n t i n g fo r Pensions 
Employers' account ing for pension plans is being reconsidered by 
the FASB. As an interim measure in this major project, in 1980 the 
Board issued Statements No. 35 and No. 36 wh ich deal w i th ac-
count ing and reporting by defined benefit pension plans and dis-
closure of pension information in employers' f inancial statements. 
19 
Present account ing rules permit a range for determining annual 
pension expense by al lowing a choice among actuarial cost meth-
ods and a variety of methods to account for past service cost. 
In 1981 , the FASB issued a discussion memorandum and held a 
public hearing on employers' account ing for pensions. The FASB 
has cited the fol lowing reasons for init iating the project: 
• The pension environment has drastically changed since APB 
Opinion No. 8 was issued — m o r e pensions, expanded benefits, 
strict legal requirements, double-digi t inflation. 
• Concern exists over the amount of unfunded pension obliga-
tions. 
• Concern exists over the lack of comparabi l i ty in financial report-
ing among enterprises. 
The discussion memorandum probes the nature of a pension ar-
rangement, questions whether the employer's obligation is to the 
pension plan, to the individual employee, or to the covered em-
ployee group. It raises other issues that are central to the underly-
ing concepts on wh ich our current account ing model is construct-
ed, such as: 
• Does an employer's obligation to provide future pension bene-
fits meet the account ing definit ion of a liability? 
• Is the pension obligation sufficiently measurable to be recorded 
as a liability in the financial statements? 
• W h a t amount should be be recognized as pension expense in 
an employer's income statement? 
Other issues addressed in the discussion memorandum include 
account ing for plan changes (including init iation of a new plan) 
and actuarial gains and losses. 
In our view, the employee rendering service is the event that init i-
ates recognit ion of a liability. This is consistent w i th the view that 
a pension arrangement is a form of deferred compensation earned 
over the period of employment. Our complete response to the 
issues addressed in the discussion memorandum may be obtained 
f rom your local Deloitte Haskins & Sells representative. 
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APPENDIX B. SEC Topics 
I m p l e m e n t a t i o n of The SEC's In tegra ted Disc losure S y s t e m 
In 1981 the SEC proposed addit ional measures to implement the 
program initiated in 1980 to integrate the reporting requirements 
under the 1933 Securities Act and the 1934 Exchange Act. The 
principal thrust of the initial steps taken in 1980 was to establish 
the concept of a basic information package, and to standardize 
disclosure items in annual reports to shareholders and make them 
consistent w i th similar requirements in SEC filings. The broad ob-
jectives of the Commission's initiative are to: 
• Improve disclosure to investors and other users of f inancial in-
format ion 
• Achieve equivalency of reportable information under the 1933 
and 1934 Acts at a reduced cost through an integrated disclo-
sure system 
• Standardize and simplify the reporting requirements of the 
1933 and 1934 Acts and reduce impediments to combining 
shareholder communicat ions w i th official SEC fi l ings 
The package of eight releases issued by the SEC in August 1981 
is consistent w i th these objectives. The first of these releases pro-
poses a basic three-form system for registration of securities. The 
principal factors for determining the form in wh ich issuer-oriented 
information is provided for the offering of securities are the is-
suer's history of public reporting and the fol lowing of its securities 
in the marketplace. Differences among the three forms relate pri-
marily to the extent to wh ich required issuer-oriented information 
may be simply incorporated by reference from reports previously 
fi led, or must be presented in the prospectus or in other docu-
ments delivered w i th the prospectus. Included in the other 
releases are proposals to: 
• Centralize in one regulation the uniform content requirements 
for substantially all information to be included in registration 
statements and annual reports filed w i th the SEC 
• Harmonize definit ions of common terms and conform and s im-
plify procedural requirements 
• Permit cont inuous or delayed "shelf" registration of securities 
offerings 
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• Reformulate the SEC's views of wha t due dil igence requires in 
the context of the integrated disclosure system 
Also, the SEC wil l now permit the voluntary disclosure in registra-
t ion statements of security ratings assigned by certain rating or-
ganizations to debt and convert ible debt securities and preferred 
stocks. 
Proposed In teg ra ted Disc losure S y s t e m for Foreign Issuers 
The SEC also has proposed an integrated disclosure system for 
foreign private issuers (other than North American companies). 
The basis of the new system is the annual report on Form 20-F 
and a three-form system of registration generally modeled after 
the one proposed for domestic issuers. Form 20-F is the counter-
part for a foreign company to the Form 10-K and Form 10 that are 
used by U.S. and other North American companies. Amendments 
are also proposed to Form 20-F regarding management's discus-
sion and analysis, disclosure of selected f inancial data, and clarifi-
cation of addit ional information and disclosures required by U.S. 
generally accepted account ing principles. 
Revis ion o f Separate Financial S t a t e m e n t Requ i rements 
Late in 1981 the Commission issued a release revising the require-
ments to present separate f inancial statements, under certain cir-
cumstances, for various entities such as the parent company, un-
consolidated subsidiaries, and affiliates owned 50 percent or less. 
Included are revisions to: 
• Eliminate the sales test f rom the criteria for determining wheth-
er a subsidiary is a "signif icant subsidiary" 
• Eliminate the requirements to file separate financial statements 
of a parent company, and of consolidated subsidiaries engaged 
in diverse f inancial-type operations 
• Increase the threshold for requiring separate financial state-
ments of unconsolidated subsidiaries and affiliates owned 50 
percent or less, and l imit ing the disclosure to presenting sum-
marized financial information in a footnote if certain tests are 
met 
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• Revise the disclosure concerning restrictions on the ability of 
subsidiary companies to transfer funds to the parent company, 
and require condensed parent company financial information if 
restricted amounts relative to consolidated subsidiaries exceed 
a 25 percent threshold 
These and certain other related amendments are effective for compa-
nies wi th fiscal years ending after March 15, 1982. If early application 
is elected, full implementation is required for the reporting areas to 
which such election applies. 
Pro Forma Financial I n fo rmat ion 
Pro forma financial presentations are used principally to illustrate 
the effects of (a) signif icant planned or consummated transactions 
that occur after the date of the historical financial statements, or 
(b) certain signif icant transactions that have occurred wi th in the 
year being reported upon. This is accomplished by modi fy ing on a 
pro forma basis historical f inancial statements to reflect the trans-
action as if it had occurred earlier. Pro forma financial information 
is required in a number of circumstances under generally accept-
ed account ing principles and is required in certain proxy state-
ments and other SEC fi l ings to assist understanding proposed 
transactions. Guidance about the preparation and presentation of 
pro forma financial information, however, is l imited. 
The SEC is proposing to codify certain administrative policies and 
practices currently applicable to the preparation and presentation 
of pro forma financial information in SEC filings. The proposed 
rules are not applicable to the annual report to shareholders, in 
most circumstances, or to Form 10-K. And they are not intended 
to modify signif icantly the various situations for wh ich pro forma 
financial presentations are required or to alter substantively the 
disclosures required by professional literature. 
E x e m p t Of fer ings 
The SEC is proposing a new Regulation D to create, from the various 
existing limited-offering exemptions, a comprehensive and coherent 
pattern of exemptive relief. Also, consistent with investor protection, 
the proposal is intended to simplify present requirements dealing with 
private offers and sales of securities. The proposed regulation would 
replace current rules and also serve as the basis for a uniform limited-
offering exemptive scheme at both the state and federal levels. 
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M a n a g e m e n t ' s Discuss ion and A n a l y s i s — T h e SEC's A s s e s s m e n t 
The SEC staff reviewed the disclosures under Management's Dis-
cussion and Analysis of Financial Condit ion and Results of Opera-
tions (MD&A) in 1980 annual reports. Generally, the staff was 
pleased wi th the quality of the discussions for the first year cov-
ered by the new requirements and does not believe that more 
specific requirements are needed at this t ime. The staff noted 
overall improvement in the quality of discussions concerning op-
erations, was generally noncommital about discussions concern-
ing the effects of inflation, and was somewhat critical of the dis-
cussions concerning l iquidity and capital resources. In the latter 
regard, the SEC staff commented that too frequently the MD&A 
focused primarily on working capital, and funds f low based on a 
work ing capital concept. 
The SEC staff encourages a broader discussion that wou ld deal 
w i th available sources of funds and expected short and long-term 
requirements, ability to adjust funds f low to meet needs, plans to 
deal w i th any insufficiency of funds f low f rom internal sources, 
and how trends, changed circumstances or uncertainties may 
affect future cash f low from operations. 
R e v i e w of Disc losures and Other Rules 
The Commission has announced plans to continue the review of 
rules that may be unnecessarily burdensome or complex. It wi l l 
also monitor the effectiveness of the integrated disclosure system 
and cont inue to consider appropriate modifications. 
SEC Chairman John Shad expressed his views concerning in-
formative and meaningful compliance w i th disclosure require-
ments at the recent annual meeting of The Conference Board. He 
stated: 
If these documen ts (prospectuses, proxies and 10-Ks) make ful l d isclosure of 
mater ial negat ive and af f i rmat ive in format ion, in clear, concise language that is 
intel l ig ible to the average investor, they serve the best interests of shareholders, 
corporat ions and the f inancial commun i t y , w h i c h is the intent of the securit ies 
laws Many companies v iew (these documents) purely as legal necess i t ies . . . 
In fact, they have a greater impact on the market prices of companies ' debt and 
equi ty securi t ies than annual shareholder reports, to w h i c h top management 
of ten devote m u c h greater at tent ion. 
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R e v i e w of En fo rcement Standards 
John Fedders, Director of the SEC's Division of Enforcement, 
stated in a recent address that he has initiated a comprehensive 
examination of enforcement policies and practices. He said: 
Each of the procedures by w h i c h the Commiss ion init iates, conduc ts and closes 
invest igat ions or c o m m e n c e s en forcement act ions is being scrut in ized . . . There 
is no more impor tan t under tak ing than for the SEC to assure that its en forcement 
policies and pract ices inc lude adequate procedural protect ion and due process. 
This examination is being encouraged by SEC Chairman Shad and 
the other Commissioners and wi l l extend through 1982. Views 
from the business communi ty and others are being solicited. 
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APPENDIX C. Safe-Harbor Leases: A Prov is ion of t he Economic 
Recovery Tax A c t of 1 9 8 1 
A much publicized provision of the Economic Recovery Tax Act of 
1981 (ERTA) permits transactions that in substance are solely the 
sale or purchase of tax benefits, but are treated as leases for tax 
purposes. This capabil i ty was established to alleviate the fact that 
many companies are not able currently to use all the tax deduc-
tions and credits resulting f rom the Accelerated Cost Recovery 
System (ACRS) and revision of the income tax credit (ITC) under 
ERTA. 
A lease transaction permits the lessee-user of the property to 
transfer tax benefits to a lessor-investor. The user receives benefits 
through reduced rental charges and/or cash payments. Under the 
new leasing rules, almost any type of machinery and equipment 
can be leased for tax purposes. A broad "safe-harbor," w i th liberal 
IRS guidelines for characterizing transactions as leases, has been 
established. This is not a " loophole" in the sense that it wi l l provide 
unintended benefits. On the contrary, it was done by design. 
Economic Exp lanat ion . These arrangements allow companies 
that are currently not paying Federal income tax to acquire capital 
assets at the same cost as companies that are paying tax. Absent 
such arrangements, the ACRS and ITC provisions would result in 
a markedly lower cost of capital assets for companies currently 
paying tax than for those that are not. This wou ld result in dis-
cr iminat ion against rapidly growing businesses, f irms that have 
temporari ly fallen on hard t imes, and certain industries threatened 
by foreign competi t ion. If these companies were not in a position 
to realize their available tax benefits through the use of leasing ar-
rangements or some other effective transfer mechanism, they 
would be prime targets for tax- induced takeovers. Benefits of leas-
ing are now available to a much wider and, in some cases, more 
needy constituency. 
The impact of ERTA on leasing transactions is described in more 
detail in our f irm's new publ icat ion. Accelerated Cost Recovery 
System. 
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